
• Local access loss and the universal service obligation should be funded
independent of interconnection charges. In both cases, proportionate
recovery should only be partially funded to promote incumbent efficiency.

3. Any expansion of universal service beyond its traditional voice telephony basis
should be publicly funded to avoid compromising the European Community's
global economic competitiveness. Furthermore, the long-term objective should
be removal of the burden of funding social policy (universal service, below-cost
local service and geographic averaging) from the telecommunications sector
beginning with a combination of (1) targeted subsidies, (2) rebalanced tariffs and
(3) public funding. Ultimately, social policy as defined above should be reducible
to no more than 1-2% of industry revenues based on "best practice" benchmarks.
At this level, the transition to full public funding of social policy can probably be
effected at minimal political risk.

BeI1South Europe believes Commission adoption of these recommendations in
concert with other recommendations of the Green Paper will produce effective and
sustainable competition in the telecommunications sector. Such competition will
yield benefits in increased economic competitiveness for the member states and
increased social benefits for the populations covered.
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1. ABSTRACT

Dfi"auu",

Mar1(et processes in telecommunications must be enhanced if we are to achieve ttle
Government's policy objectives of maximising ttlis sectors contribution to overall
economic growth.

The particular network characteristics of the tetecommunications industry require
participants to combine complementllry network services which must be obtained
from each other to fulfill customer desires. If the dominant incumbent fails to
recognize ttle mutual benefits that interconnected networks provide, it can and will
rationally use interconnection negotiations to detay and restrict the benefits of
competition. and distort the timing and direction of the eVcHution of the industry. It
thereby manipulates and impedes competition and innovation which together offer
tremendous potential for growth and inc::ntased economic and consumer welfare.

Experience hal shown that reliance on the Courts to constrain this behaviour takes
too long, costs too much and cannot impose a contractually binding outcome. This
results in significant loIS of welfare. Govemment can belt maximise welfare by
enhancing market processes to promote market exchange and private contracting
among industry participants.

The enhancement of market proceSles to maximize wetfare should begin with the
establishment of broad economic principles. These princil*S should guide an
industry-specific two part amitration process. This process must be supported by
strengthened disclosure requirements to aid market interaction and enable legal
redress if necessary.

The adoption of ttlese enhancements will ensure that existing social obligations are
accommodated. It will add certainty to the process governing market entry, ensure
that innovation and competition will flourish, and support the investment required for
an advanced information infrastructure of a network of networks.

1
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2. EXECUTIVE SUMMARY

2.1 .The review process which the Govemment has embalted upon is extremely
important to New Zealand. BeIlSouth New Zealand's (·BeIiSouthj desire is to take
a constructive approach and make a signmcant and positive contribution to this
process. This has induded extensive intemational primary research on competition
and regulatory poticy to ensu... that BelISouth's contribution is academically sound,
commercially robust and supportive of the Govemmenfs thoughtful approach to this
topic.

2.2 BeUSouth will not make racornmend8tiona which limply usilt one party to a dispute
at the expense of another. BetlSouth beHves that competition on a level playing
field under a symmetrical ~ul8tDfy regime is in BellSouth's best interests o.ver the
long term and maximises the con1I1bution of these sectors to the overall growth of
the economy through the promotion of economic efficiency.

2.3 These Submiuions addreU the need to enhance market processes in the
teteeommunialtions sector to ensure consumer .ware is incrused. This is best
done through a maltet place which encourages Competition and innovation. As the
industry moves towards competition across a network of networU, maf1(et
processes must be encouraged and developed wntch facilitllte networ1<.
imeroperability. The alternative to this is a system which implicitly endorses networ1<.
balkanisation witt! its ...sulting conflicts and loss of wetfare.

Network characteristics and dominance

2.4 Telecommunications is an industry in which netwolt operators must combine
complementary components obtained from each other to produce composite
products or systems to fulfill customer desires.

2.5 Although tnese netwof'1(s may have different charaderiStics (wireless v wireline:
digital v analogue) which create different demands among customers, termInation
rights for all customers to all networ1<.s is mandatory to achieve the greatest
consumer welfare.

2.6 The timing of, terms and conditions for, and pricing of, interconnection determine
which firms capture the available rents. Hence, the dominant incumbent, if it fails to
acCept the benefits which flow from a competitive market, can and will rationally use
interconnection negotiaticns to delay and restrid the benefits of competition. This
enables it to perpetuate ttle rents which it obtains as a successor to a monopoly
franchise at the expense of competition and innovation.

2.7 A dominant incumbent can limit both the scat. and scope of its competitors, railing
their costs and restricting their produd offerings. In addition, it can divert or delay
competition and innovation to proted its c:umtnt revenues and to give itself time to
prepare and introduce similar products or services by exercising control over
standards for connection and over local numbers.

2
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2.8 A key objective of competition policy in general, and for the telecommunications
industry in particular, is how successful an economic system is at generating
efficient growth through innovation. The impact of a dominant incumbent can have
a significant adverse impact on welfare, and in particular consumer welfare.

Potential for growth

2.9 Innovation in any market is dependent on both its structure and history. Telecom's
history as the successor of the fonner government monopoly makes it less likely
that it will focus adequately on the opportunities presented by competition and new
innovation. The incumbent has not had the competitive experience necessary to be
innovative and with large embedded investments is likely to innovate in ways which
protect its existing assets or services.

2.10 What is needed to ensure the efficient combination of competition .nd innovation is
entty. The mere thrut of entry will not provide the mechanism of dynamic
competition, which requires that firms continu.lly com~te via innovation and
interact wtttl each other in the marUt ptace. This is a procus of seeking out
innovations, and developing and introducing new services to CAlate growth and
efficiency.

M.rteet exch.nge/private contnictingflU.. to be .ddressed

2.11 The Government h.s pursued a policy of Hght-handed regulation on the basis that it
is better to aeate incentives for mal1tet p.rticip.nts to negotiate commercial
amlllngements, or if need be resort to litigation, rather than for any regulatory body to
intervene directly.

2.12 Experience has demonstrated that the first major flaw in this approach is the lack of
an effective means to constrain the behaviour of the incumbent and resolve
disputes between the dominant incumbent .nd other networ1< operators. The
decision to rely on general competition IIIw to resolve disputes was made on the
basis that "the Commerce Act was considered sufftcientiy robust to constrain anti­
competitive beh.viour by the dominant par'V. Experience has shown, however,
that recourse tc litigation through the cutTent regime is too slow and costty and, in
spite of that, cannot produce a contrac:tually binding outcome. The threat of
litigation has not adequately constrained anti-compet1tive behaviour by the dominant
incumbent. Although recourse to the Courts is available, such recourse in and of
itself serves to delay competition and may restrict its ambrt or extent

2.13 The need to address these difficulties in mart<et processes in the
telecommuniClltions industry is not reduced in any way by the heads of agreement
recently announced between Clear and Telecom in respect of access to the local
loop. Reaching these he.ds of agreement has taken at least four years and
Telecom and aear are still working on the detailed contnlel It appears that
completion of that contnlct has been delayed a further month. In any event, as
BellSouth understands it, the agreement is a "one-ofr deal to address Clear's
specific requirements and does not provide a sustainable basis for agreements
about access to complementary networt< services among network operators in a

3
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netwont of netwoMts or principles for use in other interconnection negotiations. The
litigation between Clear and Telecom did not resolve the dispute between them, has
little precedential value for preventing or resolving disputes between oth.r parties
and emphasised reliance on price control which, given effect. would be inconsistent
wtttI, and would signal the failure of, the current regulatory regime.

2.14 The second major flaw with the current approach is that the existing information
disclosure regime does not provide other firms with the sufficient information they
need in order to facilitate direct negotiations. It does not enable firms to establish
whether the terms and condttions offered by Tetecom are fair and rusonable to
determine appropriate prices for various complementllry produd and service
markets.

2.15 This has been exac:emated by difficulties which arise from Telecom's agreement to
accept price restrictions on .-identilll tariffs. Even 8UUming that network
opennors other than Telecom should bur any part of the =-ts of this ·obligation-.
there i. no publicly a\Wlable informan about the auoci8tad cc.ts and revenues.
or about hi Wfl1 Telecom auoc:-.-s thole coati and nMln~over its products and
services. In theablenca of information of this kind, it is impossible to determine
what portion. if any. of the net costs should be borne by other network operators.

2.16 This hightights another issue. For the Government's policy of light-handed
regulation to be successful and not disadvantllge some parties, there must be
sufficient information available to all parties to fadlita.. even-handed negotiation,
and allow detef'mindon of whether a breach of the Commen:::e Ad has occurred.
Otherwise. Telecom can exploit these information asymmetries to improve terms
and conditions, including pricing. which delay, rutrid orp~ competitive entry
and behaviour without competitors being able to demonl1nlte this. For example.
Telecom aggregates its bUliness units and bundles the products and services that it
offers to customers, tIIldng advantage of cumtnt infonnlltional asymmetries,
notwithstanding its assurances to Govemment th~ it wo~.~_d.o .~the~e when it
was privatised.

2.17 These difficutties are by no means limited to the profonged and. times acrimonious
dispute about the terms and conditions for acc:eu to the local loop between
Telecom and Clear. There are also serioul disputes betWHn Tefecom and
eellSouth and there have been disputes between Telecom and other network
operators.

2.1 B Today's light-handed regulatory regime is failing to produce the conditions required
for effective competition in telecommunications maf1(ets because there is no
effective means of constnIining anti-competitiYe betWviour by the dominant
incumbent and~ disputes and, in addition, because there is insufficient
quality information av.able to enable other networ1c opetators to negotiate access
arrangements with the dominant incumbent or to have access to tagal remedies.

2.19 Notwithstanding the OilCUllion Paper's concern with vertically-integrated natural
monopolies. it is inlurtident and inaCCurate to characterise the issues in the
telecommunications industry as arising from a vertically-integrated natural

4
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monopoly. There are issues that need to be addressed even if no segment of the
telecommunications industry is a natural monopoly and neittter the dominant
incumbent nor any other firm is vertically-integrated.

Enhancements to existing mar1<et processes

2.20 BeUSouth suggests three main enhancements to the existing light-handed
regulatory regime. First, establish broad economic principles, the acceptance of
which will lead to behaviours consistent with the Govemment's objectives of growth
and efficiency. Secondly, even with the establishment of guiding principles, the
interconnection of mature and nascent networks is complex and will result in
disputes which may not be resolvable through nonnal commercial negotiations.
Consequently, eeUSouth recommends that an arbitral regime be auted to resolve
disputes between networi( operators in the telecommunications industry which will
be compulsory and time-bound. Thirdly, this process must be supported by
strengthened disdosure requirements.

2.21 The objectives of Govemment poficy whic:hfirms should have rwgard to in mari(et
exchange and private contracting, and which any arbitral tribunal should be required
to comply with, are to maximise welfare by:

• ensuring that efficient entry and competition in that or any other maf1(et is not
prevented, restricted, delayed or lessened

• promoting efficiency induding dynamic, allocative and productive effiaency
in the production and supply or acquisition of the relevant services

• supporting the combination of competition and innovation to their mutual
benefit and encouraging greater dynamic efficiency with, if there is a trade­
off, precedence over short-term static efficiency gains

2.22 The arbitral regime should be a compulsory, time-bound and a ~stage process.
In the first age, the arbitrators should decide the appropriate terms and conditions,
eXduding price, of access to complementary netwof1( services. The second stage
will deal with price on a final offer bus. Each of the parties will be required to
submit a price for access under the prescribed terms and conditions. The
arbitrators will reach their own v;ew and then ••ect one of the submitted prices. A
strict and short timetable will be established and applied to the arbitration process.

2.23 The third enhancement would be to strengthen disdosure requirements to aid
mari(et interaction and enable legal redress if necessary. Prompt disdosure of
detaHed information necessary to reduce existing information asymmetries will be
required. These requirements would only be imposed so long as one firm has
mari(et dominance.

2.24 As a result of these enhancements , innovation and competition will flourish,
supporting the investment required for an advanced intormation intrastructure of a
networi( of networks.

5



Submissions on DISCUSSion paper
29 September 1995
Commercial in Confidence

3. INTROOUCTlON

IJG"tJuu,,,

3.1 In 1989 New Zealand was the first member of the OECO to introduce full
competition to all sectors of telecommunications under a regime which places
reliance on general competition IWl, .-.ther than an industry-specific regulator.
Competition began in 1991 and experience over the last four years has
demonstrated that the policy of light-handed regullltion has some advam.ges but
that reliance on the Commerce Ad is not robust enough to constrain anti­
competitive behaviour by the dominant party. There has "ready been significant
loss of wehre as a result.

3.2 ear1ier this year the Govemment directed officiats of the Ministry of Commerce to
report on the implications of the Privy Council decision in Clear v Telecom for
interconnection poicy and network indultries and for the operation of the
Commerce Act. This led to the OiIcullion Paper, prepared by The Treasury and
the Ministry of Commerce which sought public views on:

...qu.tions wtIich .... important far the futurw -.topment of major wrticaUy int8grwted
industri.. inwtYing Mtur.1 monopoly components...

3.3 The dispute between Clear and Tetecom is the most prominent and has provided
impetus for the Dilcuuion Paper but it is merely one of a large and growing
number. The decision of the Privy Council in the cue of Telecom v ONr has
important implicmions for the economic regulation of acceas issues in the
telecommuniCIItions industry, but there is a much wider and rapidly growing body of
experience which must "so be taken into c:onIideration. The decision raises some
important iSlues. Because many of these are IpecifiC to this dispute. they must not
be allowed to obscure the broader issues which are inherent in a deregulated and
dynamic telecommunications industry.

3.4 Although public policy needs to be concemed with the issues raised by competition
with a vertically-integrated naUJral monopoly, it is insufficient and inaccurate to
characterise the issues raised by the telecommunications industry as arising from it
being a vertically-integrated natural monopoly. As a ..utt of technology innovation,
the telecommunialtions indus1ry is now no longer, even if it ever was, a natural
monopoly. Neverthetess, there are issues which n_d to be addressed even if no
segment of the industry is a natural monopoty and neither the dominant incumbent
nor any other firm is vertically integrated.

3.5 Hence. while the Discussions Paper's comprehensive and thorough analysis
provides a solid foundation for considering whether new meaures should be
introduced, its focus on the Privy Council decaon and on the regul8tion of accass
to vertically-imegnlted natural monopolies is too narrow. In order to address the
issues arising from the New Zealand experience with ..communications
interconnection negotiations, there is a need to adopt a much broader perspective.

3.6 BellSouth'l goal is to take a constNctive approach and it has sought to make a
significant and positive contribution to the debate on competition policy and the
regulatory regime. This has included extensive international primary research on
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tnese issues to ensure that this contribution is academically sound arid
commercially robust. This wor1c. has been debated wherever possible in public
forums so that it can be subject to review by academics, industry participants and
policy makers.

3.7 It is not BeliSouth's objective to make any recommendations which simply assist
one party to a dispute at tne expense of another. It has sought to make this
contribution to the policy debate because it believes that competition on a level
playing field is in BeIiSouth's best interests over the long-term and will also lead to
efficient production, efficient pricing and the g...atest benefits for consumers and
producers.

3.8 The objectives of these Submissions in response to the Discussion Paper are to:

• demonstrate the need for changes to enhance the cumant regime

• define the appropriate objections for policy

• outline sellSouth's overall position

• define the solution and provide a blueprint for policy

• answer tne questions set out in the Discuuion Paper

• respond to the other issues raised in the Discussion Paper

3.9 These Submissions focus on the telecommunications industry for four key reasons:

• this hu been the focus of BeilSouth's analysis of the issues and it is the
only industry on which it is qualified to speak with any authority

• the potential welfare gains from competition and innovation in
telecommunications are very large

• experience from the analysis of the telecommunications industry is of vital
importance because it is the only major networtt industry in which Iight­
handed regulation has operated for any length of time

• there are issues specific to tetecommunications, which presently of all
networ1c. industries has the potential to be most competitive

7
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4. THE CASE FOR CHANGE

DG"tJUU'"

4.1 Mari(et processes in telecommunications must be enhanced to achieve Govemment
policy objectives of maximising this sector's contribution to overall economic
efficiency:

• telecommunications~ a vital rote in the New Zealand economy

• it faces transformation through competition and innovation

• its particular network charaderistics require interconnection amongst firms

• the dominant incumbent can and will rdonaIly exploit this to perpetuate and
inause its monopoly rents

• it will thereby manipulate and impede competition and innovation

• experience has shown that reliance on the Courts to constrain this behaviour
is ineffective

• the putative resolution of the dispute between Clear and Telecom does not
remove the need for action

• the requirements for disdosure also need to be strengthened to support
negotiations and anow redress where~

4.2 The telecommunications sedor is of significant and fundamental importance to the
New Zealand economy. The communications sector as a whole, which
encompasses telecommunications, represents e~ of GOP and is a vital input to all
sedors of the New Zealand economy. The direction and speed of its development
in New Zealand is of ertbcal impol"".ance to the economy as a whole and impacts
directty on New Zealand firms' intemational competitiveness.

4.3 If truly competitive, it would offer the prospect of significant wetfare gains from
dynamic, altOClltiYe and productive efftciency. Competition and innovation otter
tremendous potential for growth and incrused economic and consumer wetfare
whi~ will not be realiMd under the cunwnt regime. Govemment can best maximise
welfare by enhancing maritet processes to promote maritet exchange and private
contracting among industry participants.

4.4 Tetecommunications is undergoing a ,..p;d transforrnnon brought about by the
removal of statutory barTiet's to entry and rapid tec:nnotogic:al innovation. This led
first to the emergence of competitors in sectors which had low entry barTiers, such
as long distance. or whictl were complementary, rather than substitutes, such as
mobile communications. This innovation now otters the prospect of widespread
horizontal competition which threatens to erode the monopoly rents of the dominant
incumbent, and the possibility of many new and diverse fonns of interconnection
and interoperation amongst networks.

8
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4.5 Telecommunications is a network industry in which netwo~ operators combine
complementary components, networ1< services, which must be obtained from each
other with their own capabilities, to produce composite products or systems, end
user services', to meet customers' desires. In order to obtain these composite
products or systems, customers must typically subsaibe to an access networ1<. It is
not economically feasible for a new entrant to deploy, instantaneously. a ccr
extensive networ1< serving all end users. Even if it were, the great majority of
customers will only subscribe to a single network, and infrequentty reconsider their
subscription decision. Complementary networ1< services required by other networ1<
operators, such as numbering and call terminnon, are typically produced in
common wittl these servic:as to which customers must subscribe, such as local
access. The resutt is that netwof1( operators aggregate maf1(et power by virtue of
their control of access to customers and potential customers.

4.6 All end users value, and require, the ability to communicate with all other end users,
but are generally indifferent to the choice of an acceu network made by those other
end-users. Netwof'1( operators can compete in the maf1(et for the composite
products or systems but depend upon each other for the complementary network
services.

4.7 Hence, in order to be able to provide composite prodUcts and services to customers,
new entrants require interconneCtion with the network of the dominant incumbent.
The tenns and conditions for interconneetion, and the price of those complementary
network services, determine which finns C81pture what rents, and how. A dominant
incumbent am perpetuate and increase its monopoly rents through the bargaining
power it holds in the negotiation of tenns and conditions, including pricing, for
complementary netwo~ services.

4.8 This applies even where the dominant incumbent is not vertically-integrated and no
part of the industry a natural monopoly. Hence, although technical innovations now
mean that access networks are no longer natural monopolies,2 competition requires
interconnection among netwo~ operators in order for customers of one network
operator to make calls to customers who subscribe to another network.

4.9 In New Zeatand, the dominant incumbent, Telecom, obtained its market power as a
result of the historical accident of being the successor to a monopoly franchise. It
has huge market p~r in telecommunication generally in New Zealand, and at
least presentty complete market power in local services.

4.10 When the statutory barriers to entry to the ....communications maft(et were
removed, Tetecom was privatised and, for regulatory purposes, primary reliance
was placed upon the ability of competitors to negotiate private agreements with
Telecom. It gave undertakings to the effed that it would offer interconnection on

1 NichcK•• Economid••nd Stwen C S.lop, 'Compdon .nd Integration .mong Complements·, The
Joum.1 of Indum.1 Economics. VcKume XI,~ 105.

2 G.L Routon .nd O.J. Teece 1993 'CornJMllition .nd I.oc:al Communicltions: Innovation, Entry .nd
Integration.· Columbia Institute for Tele-Information, 10 December 1993.
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fair and reasonable terms and would operate its separate businesses through
separate companies with whom it would deal at arms-length.3

4.11 . It is rational in these circumstances, however, for the dominant incumbent to exploit
the regulatory regime to the greatest possibte extent without exposing itsetf to the
thrut of intervention or adve,... changes to the regime. In fact. the directors of the
dominant incumbent hllve a fiduciary duty to .-Ie. to extract the highest rents
available to it as a ruult of its business position (as does any other profit­
maximising firm). From the dominant incumbent's perspective, the welfare of its
shareholders is its managemenfs domiMnt motivation.

4.12 It has very powerful incentives to include monopoly rents in the price of
comJHementary network services in order to perpMuate and incrUM its monopoly
profits. It similarty has powerful incentives to ntduce the .tMIity of its competitors to
daim marUt share. Thts will delay and hinder the creation of significant customer
bases by new entrants and thereby limit the scale lind scope of its competitors. As
a reautt, its competitors face higher costs and .. ratrided in the .ervices and
products they can offer.

4.13 Hence, even though much is made of the pot8ntial for actual foradoaure of maritets
by denial of interconnection, the dominant incumbent's ability to manipulate the
timing and direction of the evolution of the industry through use of maritet power
means that in general fONClosure will not occur. Instead, the dominant incumbent
can maximise profits; that is, perpetwlte and in=-_ its monopoly rents by
exploiting interconnection in three ways:

•

•

•

where it can capture the rents over the long term through imitation I it delays
to negate first mover advantage by an innovative entrant

where delay is not profit maximising, it impous restrictions which severely
constrain an innovative entrant and prevent it from exploiting economies of
scale and scope

wherw an innovative en1rant expands the marttet or provides services at
lower costs in ways which the dominant incumbent cannot, it captures the
rents through pricing for comp4ementary networit
services.4

4.14 The timing of tenns and conditions for the price of those complementary networK
services detennine which firms capture whatever economic rents are .amed from
the supply of composite products or systems to end users. The dominant
incumbent can and will rationally:

3 TheN undertllkinp~ com.ined primarily in two !«ten from Telecom to the ,...,.nt Ministers
dated 8 June1.end e Juty 1•.

4 Posner 1971 -r.-tion Regutdon-, Bell Joumal of Economics .nd M.nqement Science. 1, Spring.
22-50.
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• reach agreements for the supply of complementary networK services only
within its own time frames where delay is to its advantage

• build a precedential slate of terms and conditions and pricing principles for
complementary networK services that are acceptable to it and which it can
use to manipulate and impede competition or innovation

• if there are increasing retums to scale, impose restrictions which ensure that
competitors remain small, and h.nce have higher costs

• if there are economi.s of scope, impose restrictions which .nsure that
competitors cannot exploit th.m and hence have high.r costs and are
preduded from entering adj.cent marK.ts

• prescribe standards for int.rconnection of networks that limit the available
functionality and/or which impose high costs on competing n.tworK
operators and atter those stand.rds with the same effect

• exploit control of the numbering pl.n to limit competition by, for .umple,
refusing to allow numbers to be pcrtabfe I an ....nti.1 prerequisite for
competition giv.n that call termination is produced in combination with
access

4.15 Whilst there have been some improvements in wettare as a resutt of the
d.regulation of the tMcommunications market, the privatisation of Tel.com and the
emerg.nce of limited competition in some segments of the telecommunications
industry, New Zealand has forgone opportunities for far greater welfare benefits:

• competition is restricted to less than 45% of Telecom's revenues

• real residential access prices have not fall.n despite the significant
productivity gains made by Telecom, in sharp contrast to elsewhere

• the price of residential access in New Zealand remains among the highest in
the industrialis.d wond

• although New Zealand's network of n.tworks is amongst the most advanced
in the wond, virtually 100% digital, SS7 and IN-capabfe, New Zealand does
not lead in the introduction of new services, so that, for example, SS7 is
restricted through PTC331 to basic call set-up and tear-down, m.rely
replicating the functionality of the obsolete R2 MFC protocol

• Telecom has sought through its draft standard for local access
interconnection, PTC332, to impose restrictions on competitors which force
them to adopt Telecom's geographic areas and pridng regime and hence to
offer undrtferentiated prodUcts and services

11
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• Telecom is delaying the implementation of number portability within the New
Zealand numbering scheme, and thus delaying and restricting competition in
the local access maft(et, because without number portability customers are
much less likely to subscribe to local access from anOther networK

4.16 The potential for 1015 of welfare is eacerbated where, as in Telecom's ease, its
dominant position arose because it is the successor to a former monopoly franchise
nlther than as a ,..sutt of superior skill, foresight or industry in a competitive
environment. In the.. circumstllnces the incumbent's netwoft( configuration.
technology and management eIIn ,..main ec:onomic:aUy inefficient but not be
subjected to competition for as long as competition c:an be thwarted.

4.17 These unfortunate outcomes demonstrate tMt the CUlftnt ntgime does not provide
effective mechanisms for constraining antk:ompetitive beh~our 'by the dominant
incumbent The currwnt regime of light-handed nagulation has three major
shortcomings:

• it lacks instruments to guide marKet exchange and prime contracting

• it does not provide an effective process for resolving disputes

• it does not provide adequate infonnation disdosure to aid negotiations or
enable recourse where appropriate

4.18 aecau.. of the low barriers to entry, competition first emerged in the long-distance
market wheAt the initial entrant, Clar, c:ompeted against the incumbent, T~ecom,
which is vertically-integrated. It SUbsequently sought to enter the marKet for local
services. In this context. the resulting dispute between Clear and Telecom is not
surprising:

EconomIC theory would predict this litigation on purely deductive grounds. Because of the
subst8ntial market power of tt1e incumbent, theory predicts tMt negotiations reglralng pnces
and terms will likely brMk down. The incumbent hal few incentiws for coopeming wittl the
entrant If the incumbent is able to rai.e the cost of entry. it may be able to block entry.5

4.19 Clear sought to enter the mar1(et for local services serving businesses in the central
business districts of major cities seeking a ·bill and keep· regime to minimise the
amount paid to Telecom for comptementary network services. On the other hand,
Telecom sought to delay and restrict Clear's entry and to impose terms and
conditions including priang for the supply of complementary network services that
would perpetuate its rents and which ,..quired Clear to contribute towards the costs
of Telecom's agreement with its sMr'ehotder to restrict the price of residential
service.

4.20 When Telecom and Clear were unable to reach agNIment through private
negotiations, the only means of resolution available to them was recourse to

5 Oavid Gabel .. Wiliam Pollend, aPrMltiMtion, Deregul8tion and CompMition - Leeming from the
ea.es of TelecommuniClltions in New Zealand and tne United Kingdom". Nnonal Regul~Ory
Research Institute. Ohio State University, January 1994. page 24.
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litigation. Clar began proceedings against Telecom in the High Court alleging that
the terms and conditions offered by Telecom for local service interconnection of
Clear were actuated by an anti-eompetitive purpose. The litigation was very costly,
took a very long time and, ultimately, did not produce an outcome.

4.21 Part IV of the Commerce Act did not provide a credible threat prior to the resolution
of the litigation:

In practice, the ttlr..t of r..,eguilltion could not have seemed _.llIy credible. HI..,ng
stHed subtantilll polibcal capital on the ",rtuea of the (ligM-nlndedJ regime, governments
were hlraly likely to ~Ik .-y tram it.. Governments mey haw hid I gun POinted at the
incumbent's hMd: unfortunetely, they stDod bet\tteen It and the tlr;~. Under th_e
cin:umltances, incumbents could hMYily .diScount the likelihood of the tngger being pUlled...
The hand Whid'l WlS munt to be light had all but VlInished.'

4.22 This dispute demons1rates the central ftIIW in the curTent regime. Whilst the policy
of light-handed regutation has eliminated ItIItutory barriers to entry and allows
maritet forces to operme in the supply of composite goods and services to end
u....., the nlqunment in the telecommunicdons industry for interconnection
enables the dominant incumoem to defay entry and restrict the ambit and extent of
competition through lengthy negotiations, higher transaction costs and the lack of
an outcome in the mamet for complementllry network services.

4.23 The most important issue for policy makers, and for the enhancement of the light­
handed regulatory regime, is not the specific decision that resulted from the litigation
but rather the defects in the current regime that were illustrated by the process:

• the decision was only the penultimate act in a saga which has gone on for
several years and in which negotiations are still continuing

• the transaction costs incurred up to and including the decision are tens of
millions of dollars

• it did not resolve the dispute between the parties, merely declaring certain
behaviour lawful or unlawful

• it hal I" or no value in preventing or relOlving the disputes between other .
parties, because the decision is highly specific to the particular case

• it emphasises reliance on Part IV of the Commerce Act which the parties to
the dispute cannot themselves invoke and which is not an inevitable threat

4.24 The high transaction costs and significant delays inherent in this process m.n that
this is the one major interconnection dispute which has reached a substantive court
hearing. Its progress has overshadowed other proceedings and deterred firms from
seeking redress under general competition law through the courts pending its

6 Henry Ergas, 'Brief Comments on ttl. Otscuslion Paper on RegUlation of Access to Virtually
Integrated tqtural Monopolies', lpeectl on inmllation as BellSouttl New Zuland Visiting Professor of
Network Economics and Communications, A&lck1and. New Zealand, 19 september 1995.
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outcome. Whatever its merits as a decision. it demonstrates that under the current
regime dominant finns can and will require c.ses to be taken through a litigious
process even knowing that a satisfactory outcome is both unlikely and will be in any
case greatty delayed.

4.25 In addition to the ClMr v Telecom dispute which provided the impetus for the
Discussion Paper, examptes of disputes between Telecom and BeilSouth include:

• The origiNiI negotiations betwMn Telecom and BelISouth were difficult and
protraet8d, while the ruutting Interconnection AgrHment imposes a number
of restrictive terms and conditions on BelSouth. induding:

a requnment for fur1her agrMment in order to connect via a third
petty. so that. for ........ BeItSouth cannot make use of Clear's
network or points of interconnect to t8rminate calla

the ....".nt does not cover the UN of a third party for toll or toll
~, both of which T_com requiru to be the subject of a
sepat'8te agreement

BeIlSouth pays full retIIiI prices for c.III from its network to Telecom's
network anet substantially more. a premium or -commercial amounf
of 7.25 cents per minultt. for CIlIa which originate on Telecom's
network and terminate on BeIISouth's network

Telecom can unilaterally impose its interconnection standards on
BelISouth and change them without BelSouth's consent

Telecom controls the numbering plan

• PTC331 restricted SS7 interconnection to basic call set up and tear down, in
effect doing no more than match the functionaJity of the obsolescent R2MFC
interconnect interface

• Telecom delayed BellSouth's implementation of automatic intemational
roaming to put the point at which Telecom was abte to develop its own
competitive ruoonse and BeUSouth has been forced to accept the terms
offered by Tetecom on an interim baSis without prejudice in order to enter
commercial service

• PTC332 attempted to impose onerous and antk:ompetitive restrictions on
competitors who wished to interconnect with Telecom's local netwoft(,
requiring them to adopt the Ame geographic areas and pricing regime as
T.com and discriminating against them by only allocating them distinctive
numbers and denying them number portability .

• Tetecom's -rataround'" PCS offering is priced at a level which makes it
completety uneconomic for competitors to enter the mafi(et in that it
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produces a negative margin net of interconnect costs and demolishes any
remaining pretence of transparent, arm's length dealings between various
company operations

4.26 The future development of the telecommunications industry in New Zealand
requires enhancement to the current regulatory regime that addresses its
shortcomings:

There is consequently a demend on poUcy-maken to provide a low-eost mechanism for
dispute reHlution - ttlat is, a meenanism whietl (muetl _ might occur within a firm) offers
acceas to the ,pecialised~ (for .ample, aNut ttle teehniCliI featur. of tne actMties
conOlmed) and flexible deci'ion-making procedur. nHcled to promptly ar1:litrate conftiets.7

4.27 It is appa,..nt that this is a continuing issue which will persist

Interconnection dilput_ in comptMNe telecommunication, regimes are almost cert8inly a
fIIct of 'ft, at belt caPlb'e of temporary reeotution pending further tectlnical or commercial
etlange in a dynamic industry.I

Giwn the in~ for anti-ClomJNItitiW conduct. the lack of aperience with • whoIeule
mal1cat, a"'d tn, problems of c»on:IiMtion ctIa~ of netwo/'t( indultJi_, ttle
entitlements (property rigl1ts) to be tradlCl wli prow dtMcult to deftne and to price, at _st
initially. As. ~utt. one can~ frequent dilputes HlwHn the pam. - an expectation
borne out by aperience to date ....

4.28 The nteantly ."nounced heads of IIgI'MI'nent beMen Tetecom and Clear do not
,..move in any way the need for action, nor do they suggest that further time should
be allowed to evaluate the current light-handed regulatory regime:

• the heads of agr88ment were only signed after extraordinary govemmental
and official pressure had been applied to both parties, inclUding statements
from Cabinet Ministers and briefings by the Prime Minister and this level of
pressure cannot be applied to all, or even a few, such disputes

• ,...ching headS of agreement has taken at 'east four years and has been
hu~y expensive and Telecom and Clear are still wori<ing on the detailed
contract10

7 Henry Erg., "Miinagtng Interconnection Issues of InstitutiONI OIIien", ",.ent8tion to Intlmational
Tetecommunications Society Wo~hop on Interconnection. Wetlington, New Z.land, 10-12 April
1ai5. page 6.

8 Henry Ergas "MII".ging Interconnection Illu. of Institutional OIIign".p~on to Intlmational
Tetecommuniartions SOCIety WO~hop on Interconnection, Willington, New Z.'and, 10-12 April
1H5, pagee.

9 Henry Erga. "MII".gin; Interconnection ISlues of Institutional Dtlign", preunt8tion to International
Te*:ommunications Society Wol1cshop on Interconnection, Wellington, New Z.land, 10-12 April
1g95. page 6.

10 CI_r h.' announced tnat an Igreement .. to the form of n.connec:tion agreement reftec:ting the
hudl of a"reement betwMn T-*=om and Clur hal not been ruched within the timetable pr"";OUIIy
Innounced and that ligning will be delayed·by a month. ea.t'l etlief -.cutive said that the final
interconnection agreement would tie one thousand pee- long. It can be infetTld that the
int-=nnection qreement is highly specific and if prwious _eml .re foIl~will be highly
pr.criptive of Clu"'s access and uaer rigl'l1s Ind thus reltJictMt of its commercial opportunities.
A full copy of the pras dipping is let out in Appendix H.
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• as aeflSoutt! understands it. the agrMment is a ·one off' deal to address
Clears specific requirements and does not provide any principles to guide
future behIIviour or a sustainabte basis for agreements about
complementary network services among network operators in a network of
networks

• the,..,. many existing complex disputes for ,.solution in the
teteeommuniclltions indUS1ry of wtrid"l the local access dispute between
Clear and T-.com is mently one, albeit the most prominent

• many more disputes a,. certain to arise as innovation and convergence aher
the characteristics of existing ~municationsmarttets

4.29 Mcnover, the imP8Cl of the ..-ment between Telecom and CI..r on Telecom's
dominance is Ii«ely to be insignificant. CIur conte..... limited investment of less
than $40 million in capital upenditure and the employment of fewer than 100
peopfe Ind will limit the scope of itS competition to businesses in the central
business districtS of five major cities.

4.30 The agreement betWMn CI..r and Telecom will not .... the Governments poticy
objectives to be met for competition in talecomrnunic8tions markets. It will not
maximise the contribution of the tefecommunicdona MdDr to the overall growth of
the economy through the promotion of economic etfic:iency.

4.31 In addition, the litiglltion betMen Clear and Telecom created further problems IS a
resutt of the Nting that Telecom's use of the BlumoI-WIIIig Nle to price access to its
local networtt WlS legal. The BlumoJ-Willig rule creates very significant a\locative
and dynamic inefftciencies and thus perpetuates inefficiency without ensuring
productive efficiency in the t8IecommuniCiltions sector in New Z..tlnd. The rule
sacrifices long-run benefrts of competition by tending to exclude new entrants. tt is
not designed to coNect contributions to a revenue shortfall (albeit it has· been used
for thllt purpose). It is not sensitive to local maft(et conditions where retated product
and service markets are not themselves regulated.

4.32 The BlumoJ-WiHig Nle maximises sociIl welfare only in a static wand and then only
if a stringent set of assumptions are valid. The.. assumptions are:

• the dominant incumMnt prices a complementary service based on a
marginal cost pricing rule

• the dominant incumbenfs Ind the new entranrs or rival producers
respective components are perfect substitUtes

• the production technology of component services experiences constant
returns to scale

• an entrant incurs no fixed costs (no entry barriers)
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• the new entrant or rival producer has no market power

-' ....~~ .....

• the dominant incumbent's marginal cost (or average incremental cost) of
production of components can be accurately observed

4.33 These assumptions are not valid in New Z..land where the dominant incumbent is
not effectively con~ined in its downstram pricing decisions by nagulation or by
competition law.

4.34 Complex disputes" are certain to arise in the telecommunications industry and must
be resolvable as a pr1lC:tical and actual matter without undue delay or enormous
costs. Continuing technical and commeal change in a dynamic indUsb'y means
that the,. will be repeated disputes in respect of similar subject matter eaen of
which will require speedy ·resolution to enable innovation to proceed. There are
many other contentious issues and:

Most of [theM] contentious ........coukl be ~bte of generd~ Section 3e CIS., should
the MIN en1rInts concemecl with to .ke c:8* OYer unsolYed iuueI.'2

4.35 The light-handed regulatory framework in its present form has been shown to be
unable to provide quiCk and effediye ~ution of complex disputes and. in
particular, of disputes between a dominant incumbent and its feHow netwo~

operators. Whilst market conditions can and, if the regulatory ...-gime is enhanced
will, change it is likely that Telecom will remain the dominant incumbent in many
sectors of the telecommunications industry in New Zealand for some while.

4.36 The Commerce Act has now been in force for more than nine years. There has
been sufficient experience of the Act in operation for it to be appropriate in any
event for the Govemment to evaluate and re-examine the ntsutts of its adoption
more than six years ago of the light-handed regUlatory regime for the
telecommunications sector.

Ally regullItOry regime is very much on nl in the initial y..rs of its operation. Alld rightty 10
given the dit'ftculti. of dweloping Ipproptillte reguilltory ntgimes. The GoYemment hiS
IIMys mid, it c1.r tim if the~ IOOpted for tetecommuniCitionl WIll ncrt
utilfactory Iltemlltivel would be considered.'~

4.37 It is not surprising, and does not imply a failure in any significant ntspect of the
regulatory policyI to acknowtedge that the light-handed regulatory regime in respect

11 By WIly of uample, Telecom Ina BelISouth IN currentty in disputl lbout I numb« of important
issu.. Th.. include Oiap"" Ibout the .ucticm in the muimum meaage occupency of signatIi~
lina tram 2~ (the ITU • TS rec:omrnenaaon) to 1~, Ibout TeiICOm's unwillingness to support
intermrtionaJ Iengltl A-numblts. aboUt T-.com's _bUshmtrlt of ..w.I=-Hd by symbols tMt
Clnncrt be supported by BIIlSouttl's GSM~ aut dIleys in making 0100 functionality Iwilabl.
and about Telecom's unwiU~nIU to pRNidi futI portability of numbers tMRween the networ1cs.

12 Oavid Gatt. Ministry of Commerce. "Tetecommuniclltions Reguilitory Strudu,. in NtIW ZelJand·,
Internlltional TelecommuniCltions SociIty Wortcshop in Interconnection, Wellington, New Zeallnd, 1~
12 April 1915,~ 1<4.

13 Jonn BeIt..-ve, Secrwblry of Justice, ~e Rlluilltory ErNironmenr, Roundtllble with the GcMtmment
of New Z.llnd, Wellington, New Z..llnd, 13-15 Mlrch 1H5, page 504.
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of the telecommuniCitions industy requires enhancement and for the Government
to take steps in that regard.

4.38 In summary, the New Zealand experience has shown:

• recourse to litigation is too slow, tao costly and is unlikely to produce an
outcome with the ruutt that the ttnat of IitigIItion is unlikely adequately to
restrain anti-competitive behaviour by a dominant incumbent

• although recourse to the courts is available, such recourse in and of itself
serves to delay and stifte competition and innovation and may restrict its
ambit or extent

• Telecom has not provided interconnection except under duress

Infonnation disclosure

4.39 The second major problem in conl'ledion with the opendion of the Iight-handed
regulatory regime in the telecommunicdonl industrY is the inadequacy of the
information dilClolure regime. IntonnIItion diIdoIure is a c:ritiC81 etement of the
light-handed regulatory regime and is illtIIIndecI to overcome the significant
information asymmetries tnM..~ U8ed by an incumbent to control the focus
of the regime and to IN'" new entrants by hiding the true ccs1s of the different
aspects of its business.

4.40 This is an essential element of light-handed regulation:

Wght handed regW8tion I'ICOgniHI the in I compCitiw mIIUt infanMtion cr". powerful
i~ for ldion. It attempts to crtIIIte infamwtion ftcMI. 1M objIct of ¥iNch is to limit
informltion _ymrntltrias tMt might frustrate eiIIW direct negGtiMian or Ic:c.ling tne
rwmediel Iwillble under the Commerce Act. NWI Z.llnd', Anti Trust StlItute."

4.41 The relevant provisions of New Zealand's disdosure regulations require only the
disdoaure of accounting information and, mont r8C8nt1y, the terms of actlJal
transactions. The Htf-policing Mture of the regulations provides significant
opportunities for a dominant incumbent to game the dilClolure ~uirements,and in
particular the disclosure of the terms of relevant interconnection or analogous
transactions.

4.42 In an investigation conduded by the Commerce Commission, the Commerce
Commission conduded that

The infarmlllion currently diIIc*tHd by TtIIecom u.... the R........... nat prcMde
ligniftcMtt ..iItInoe in JWmCMng Iny of1tHt ab." to the __aptMl'lt of competition. It
is nat so mucn infanMtion that is the problem, but I'ItMr such~ u tIn'M Ind
conditions of supply, whic:t\ in tum .re~ inftuenced by the IIr'ueture of the industry."

14 John Belgrave, secrllary of JUIticI, "TheR~ efNinmment".~ wtIh the Govemment
of New Zeatlnd, Wellington, New Z-ilnd, 13-15 March 1., .... 47.

15 Commerce Commtuion "'eIecommunic:eons Industry InqUiryR~, Wellington, NWI Z.land,
23 June 1992, at Plge 83.
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4.43 The Commission, in that same report, also conduded that

'""':""'" ---- ---.-

The kind of informltion that might support succeuful Iction under the Commerce Act would
have to be more d-..iled and more spedt'ic thin thet provided under the Regul.tions. In
other words, the information disclosed under the Regulations is toe Drad and gen.,..' to be
used in Iewrinll entry by means of legal proceeclingl. It is doubtful wtld\er, in theory.
infonNltion for such u.e could be ,..uleted for, since ".,.-y ene tum. so much on its 0\Nn

particular facts. and the telecommunications industry is one of the most dynamic there IS. ,.

4.44 It is appalW1t from recent developments that the current disdosure requirements
have added litle to the process. BelISouth notes, for example, that all of the Courts
which considered the Clear and Telecom dispute acknowtedged the difficulty of
proving monopoly profits. Officia's, in the Discuismn Paper, could only say that ttle
available information is ·consistent with the view that Telecom is benefiting from the
absence of competition.'"

16 Commerce Commission -Telecommunications IndUstry Inquiry Report". Wellington, NWi Z.llnd.
23 June 1892. et PIP 83.

17 Discussion Piper, Appendix G. pa,..g,..ph 24. et Plge 109.
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5. OBJECTlVE OF POUCY

Objectives for economic efftciency

8G.,IJUU'"

5.1 As a result of the issues ariling from the New Zealand experience with
telecommunications interconnection negotiations, the Government is considering
whether it should introduce suppementlll musu,. affecting interconnection. It will
only put in place alternatives if they will bder deliver ewe,.1 efficiency and user
benefits." Its objective for the telecommunicnons sector is to mu:imise the
contribution of the sec:tDr to the oy..ll growth of the economy through the
promotion of economic efficiency.,.

5.2 It seeks to do so by means of:

[The} ....li.tunent. imp.........tion and monIoring of~ frarnwoncs for the fair and
....cHnt conduct of busineu ancI the opll'lltion of rnartcatI, which rM8rds innowtion,
promat.....ciency .nd ennane- itw MlOr conftHnce.2I

5.3 The potential tHlnefits from new policy meaunas must be evaluated against these
goals of economic performance. The,. a,. three aspects of economic efficiency:

• productive efficiency

• allocative efficiency

• dynamic efficiency

5.4 Competition and innovation together offer tremendous potential for growth and
increased economic welfa... by enhancing each of these types of efficiency.
Competition enhances productive efftciency by imposing cost discipline in the
mari(et. It increases the varieties of technofogies .empfoyed in the industry, with
ensuing opportunities for· learning from the operations of other firms; performance
comparisons allow owners to adjust operations to the most eft'icient and to eliminate
inefficient firms.~ Competition enhances aHocative efficiency via price and quality
competition, disciplining both prices and costs.

5.5 Most aiticalfy, competition and innovation enhance dyMmic efftciency, by providing
the opportunities for f!rms to introduce new serviceS, .and !he motivnon to use
innovation as a means of competition. Price competition is a powerful force for
productive and allocative efficiencyI yet the rNljor gains to economic performance
over the long term come from the cumulative effects of dynIImic efficiency. The
aggregation of benefits from continued innovation, that improve services and reduce

18 Ministry of Commerce and The Trauury (1_>, -RegulMion of~ to Vertic:.Uy-lntegmed Natural
Monopolies", Oiscuuion Paper, WeilingtDn, NWI z..aa.ncs, 15 August 1815, p.3, para. 15; p.6, para.
29: p.9,~ ... 51.

19 Ibid., p.1, ~.... 2: p.21. ~ra. 81: from sntagic Resutt Ar.. for the Pubtic Sector 19Q04-1997, Dec
164, section 2. 'EI'lhlflH1.'nd Irti'MMItion'.

20 Ibid. , p.1, ~ra. 2.
21 Ibid. p.77, ~.... 9: Erp. (1195a). note 29.
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